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State And Local Inducements to New Industry 


Competition For Plants Seen Increasing; Many New Methods Used 


A Tax FouNDATION SURVEY 


1 the days of canal and railroad construction, state and local government aid to private 
industry has been a phenomenon of the American business scene. In recent years competition 
among states and localities for new industry seems to have increased and has taken on new forms. 


Among the major methods used to induce 
new industry location may be included (1) 
property tax exemption; (2) industrial bond 
issues, and (3) quasi-public development cor- 
porations. 


Conflicting opinions indicate some of these forms 
are considered more and others less desirable. But 
by general agreement it is felt that each situation 
must be individually analyzed to determine the full 
effects of the tax incentives to industry. At the outset, 
it must be realized that there is a fundamental dif- 
ference between tax incentives merely to lure indus- 
try from another state, and a favorable tax climate 
that will encourage the development and utilization 
of a state’s natural resources. 


Exemption of new industries from property taxes 
for a limited period is one of the most common 
forms of inducements offered, particularly in the 
South. Before the °30’s, there were 16 states in 
which this exemption was used.' In recent years a 
few states have discontinued such exemptions, but 
in other states the exemptions have been more widely 
applied. Today there are seven states (Alabama, 
Kentucky, Mississippi, Oklahoma, Rhode Island, 
South Carolina, and Vermont) in which localities 
are permitted to exempt for a period of five to ten 


t Mabel Newcomer, “The Growth of Property Tax Exemp- 
tions,” National Tax Journal, June 1953, p. 120. 


years new industries locating within their borders. 
In Louisiana new industries may obtain a ten year 
exemption by contract with the state’s Board of 
Commerce and Industry. In certain areas in Dela- 
ware and Maryland new industries may obtain an 
exemption (in some cases only for tools, machinery, 
etc.) for periods up to ten years. In Arkansas capital 
invested in textile mills is exempt for a period of 
seven years from the date of location, and a ten year 
exemption from state property taxes may be granted 
to new or expanding industries by the Governor and 
the Industrial Commission. In addition, some states 
exempt or provide lower rates for machinery and 
equipment, but this may reflect the problems of 
assessing personal property rather than the attempt 
to attract new industry. Some municipalities have 
independently granted tax exemption or preferential 
assessments to new industries.” 


A Test Case 


Louisiana provides an interesting test case because 
tax exemption has been extensive there and because 
the exemptions are administered by a state agency 
by formal contract with the companies concerned. 
The latter circumstance has resulted in a valuable 
2 Subsidized Industrial Migration, American Federation of 

Labor ( Washington, D.C., 1955), p. 29. 


51 








TAX REVIEW, NOVEMBER 1955 


ecoooeoeoeoeoeoeoeo oo ooo eo oe eo ee oe ea oe eo eo eo oe eo eo eo oe eo ooo eee eee 88 8 


supply of information on the use and extent of 
industrial tax exemptions. In 1950 they amounted to 
19 percent of the assessed value of taxable property.* 


A thorough study of this exemption program was 
recently made by the Division of Research of the 
College of Commerce, Louisiana State University 
(Louisiana’s Industrial Tax Exemption Program, 
December 1953). This study concluded: 


“Theoretical analysis and empirical evidence 
presented in this study coincide to support the 
widely held belief that the industrial property tax 
exemption will, under special circumstances, serve 
as the deciding influence upon the decisions of 
management to develop and to locate a new enter- 
prise in Louisiana rather than in another state. 
. . » The results of this study indicate that such 
cases are very few in number, that exemptions can- 
not be so selectively employed, and that the cost 
in terms of lost revenue entailed in the granting of 
exemptions to all firms is great in proportion to 
results.” 


Questions Dominant Role 


This conclusion is borne out by a number of other 
studies of tax exemption. James W. Martin and Glenn 
D. Morrow in Taxation of Manufacturing in the 
South (University of Alabama, 1948) concluded that 
there is little relationship between the tax load and 
the rate of manufacturing growth and that tax sub- 
sidies have not induced an appreciable migration of 
industry. After a survey of various special studies, 
the Committee of New England of the National Plan- 
ning Association raised the question and answered 
it as follows: 


“Do state and local taxes play a dominant role 
in the location decisions of most business firms? 
Our conclusion is that they do not. That they are 
a factor in many location decisions is not ques- 
tioned, That they are the determining factor is a 
proposition we reject.” * 

Granting that state and local taxation or tax ex- 
emption may be a minor factor in the location deci- 
sions of business firms, the question is still raised: 
is it wise policy for localities to use the inducement 
of tax exemptions? The general consensus as to the 
ineffectiveness of tax exemption, of course, questions 
such wisdom. It is objected that tax exemption 
checks the growth of revenue just at the time when 
additional local services will probably be required 
3 Ibid., p. 121. 


4 State and Local Taxation and Expenditures in New England 
(Boston 1954), p. 645. 
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because of new or expanded industry, and that the 
rates on taxable property are therefore likely to be 
pushed higher. 


Apart from the effect on local finances, the ques- 
tion arises: is a locality putting its best foot forward 
in offering tax exemption? In choosing a new loca- 
tion a business firm is interested in many aspects of 
the situation besides the cost of taxes. So far as state 
and local government are concerned, today’s busi- 
ness firms are primarily interested in whether gov- 
ernment is efficiently managed, adequate services are 
provided, and the tax system is fair and non-discrimi- 
natory. The General Electric Company recently 
devoted an issue of its Employee Relations News 
Letter to the subject “The Community’s Problem in 
Getting and Keeping Good Employers.” Listed 
among the things that this company looks for in a 
community, says the Letter, are: 


“Business Climate-—We watch to see whether 
we can expect understanding, respect, and fair 
treatment, where we deserve it, from the com- 
munity’s public servants in such areas, for in- 
stance, as the courts, taxes, and law enforcement. 


* * * 


“Competitive Costs.—We check also to see if at- 
tempts are being made to mask local cost disad- 
vantages by politically-inspired subsidies or by 
other unsound political means. Temporary tax or 
other such advantages are of little or no interest 
when one is seriously seeking a permanent loca- 
tion in which to try to operate profitably and 
expand over the years. Being lured into a situation 
—and then beaten to death over the years—is not 
the kind of promising or ‘considered’ risk on 
which management has any license to put up in- 
vestors’ savings. 

* * * 

“Community Loyalty.—. . . In the future, as in 
the past, we believe our managers and other lead- 
ing employees will remain eager to contribute 
their time and energy to making the community a 
better place in which to live. These efforts, on our 
part, and those of other employers, will be only 
partly successful, however, unless community 
leaders match these contributions by imaginative, 
zealous and continuous efforts to make their com- 
munity an attractive place in which to operate a 
business.” 


From this it may be concluded that to attract 
desirable new industries, subsidies and tax exemp- 
tions are much less important than overall good city 
government. 


At least six states (Alabama, IIlinois, Kentucky, 
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Louisiana, Mississippi and Tennessee) have passed 
general legislation permitting local governments to 
issue bonds to finance industrial plants, and some 
localities in other states have issued revenue bonds 
for industrial purposes. This practice was begun by 
Mississippi in the middle °30’s. It is reminiscent of 
the railroad building era when many communities 
issued general obligation bonds to provide assistance 
to the railroads and influence the location of rights- 
of-way. 


The most elaborate of these schemes is Missis- 
sippi’s “Balance Agriculture With Industry” pro- 
gram, begun in 1936, interrupted in 1940 and rees- 
tablished in 1944. In 1953 Governor Hugh White 
described it as follows: 


“Under Mississippi's plan, upon approval of the 
Agricultural and Industrial Board, any political 
subdivision may issue its bonds for the purchase 
of sites and the construction of plants and indus- 
trial establishments. Before approval can be ob- 
tained, the political unit must show that there is 
a sufficient supply of raw materials to guarantee 
operation of the industry for at least ten years; 
that there is sufficient labor to furnish one and 
one-half workers for each job in the plant and 
that the community has sufficient property values 
and suitable financial stability so that its bonded 
indebtedness for industry will not exceed 20% of 
assessed valuation.” ® 


The sites and buildings constructed under the 
BAWI plan are not subject to taxation, and the in- 
terest on the bonds is exempt from Federal and state 
taxes. 


The plan appears to have been quite successful. 
Nearly 50 plants have been established under it. 
According to a study by Raymond F. Wallace, /n- 
dustrializing Mississippi (Bureau of Public Admin- 
istration, University of Mississippi, 1952), “In many 
instances the BAWI assistance was a factor of de- 
cisive importance, but the presence of more basic 
plant location factors was necessary in every case.” 
Executives of several companies interviewed for this 
study stressed the importance of good community 
relations established through the BAWI program. 

The states which have followed Mississippi's ex- 
ample have modified the plan in various respects, In 
Mississippi and Louisiana the bonds are general ob- 
ligations of the municipalities; in the other states 
they are revenue bonds secured only by the income 


5 Quoted in Report of the Joint Legislative Committee on 


Commerce and Economic Development, State of New York, 
Legislative Document No. 28, 1954, p. 31. 


derived from the rental of the buildings. All the 
states except Mississippi and Louisiana require that 
rentals cover not only interest and principal but also 
funds for depreciation and maintenance.® 


Despite the spread of this practice, the use of 
industrial bond issues to promote new industry is 
challenged. In the first place, its constitutionality is 
open to doubt. In 1952 the Supreme court of Florida 
held that the town of North Miami could not finance 
an industrial plant with revenue bonds. The court 
said in part, “The financing of private enterprises 
by means of public funds is entirely foreign to a 
proper concept of our constitutional system.” The 
Mississippi law, however, declares that industrial 
plants for processing its raw materials are “a public 
convenience and necessity,” and the law has been 
upheld by the state and Federal Supreme Courts.? 


Another doubtful constitutional aspect is the tax 
exemption of interest on these bonds. It is well es- 
tablished that when state or local government itself 
engages in proprietary activities, such as liquor stores 
and mineral water business, tax immunity does not 
apply. And the dividing line between such activities 
and public investment in industrial plants for ordi- 
nary business purposes is, to say the least, very thin. 


In the second place, the practice means that gov- 
ernment is taking on part of the risk of private enter- 
prise. In the event of a depression, municipal credit 
would be further impaired and the ability of the 
municipality to provide its ordinary public services 
would be reduced. 


Quasi-Public Development Corporations 


A report by the Investment Bankers Association 
stated that the use of municipal credit in aid of pri- 
vate industry is unwise. Moody’s investment rating 
agency has designated such bonds as “not recom- 
mended for investment.” 


In the third place, the same comment applies as 
was made above for tax exemption, namely that a 
locality will probably be wiser in the long run to 
keep its whole house in order than to try to attract 
new industry by means of subsidies. 


Opposition to the use of municipal credit or tax 
exemptions to attract new industry has been con- 


6 [bid., p. 32. 
7 [bid., pp. 31-33. 





